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fiJIed or ponable, some for data-dominant traffic, others for voice
dominant traffic, and still others for tile tnnImission of imale-bued
IIIffic-all rarher imperfectly stitched tDledJer.2I

The uusmission cec:hnolo.ies vary in terms of their suitability and
performance in carryinc out these diverse ttanlmission tuks. Moreover,
18llCOlllmunicac:ions companies provide a wide array of additional swir.c:binJ
..me. wi1:h different sets of switehiDJ and computer technologies. These
swircIIiDI and computer tedmolOJies also vary in terms of lIleir cost and
performuce in the supply of various services. Also, IIlere are different
teebDolotical requiremems for different portions of the telecommunications
'ystem. The teehnoloCicai requirements for transmission and for switchinJ
kma-distaDc:e telecommunications ditfer considerably from those required for
access to the telecommunications netWork. There are now multiple
teehDoloJicai approaches for access to, IS wen IS nnsmission of, local
telephone service. As George Calhoun observes with respect to the w,e set

of choices available simply for providing access:

So the real question faced by planners is not "Which is cheaper,
radio or wire?" but "What is the most cost-effective mix of radio,
cable, and fiber in the access network for a Jiven situation?· The
complexity ofthis question can overwhelm even a fully computerized
modelinJ process. In principle, there are dozens, or bundreds, of
solutions (in the mathematical sense of the word) for a Jiven
exchan.e. And when we realize that radio easily transcends the
traditional exchange concept . . . , the solution set multiplies
further. 29

The namraJ. monopoly arlument becomes even less applicable when it is
recOJDized that a telecommunications company can offer an array oftelephone
services, includiDl basic voice transmission. The definition of natUral
monopoly, of course, may be extended to cover multiproduct teehnololY. In
the multiproduct case, the teehnololY is said to bave the natural monopoly
property if a sinale fum can provide the bundle of productS at a lower cost
than can two or more flJ'Dls. Under such conditions, the siqle firm enjoys
economies of SCOpe.30 If distinct teehnolOJies are suitable for providinl
different productS and services, such as voice, dati traDSmission, interactive
wormation services. and mobile communication, dle araument that a sinlle
provider is optimal ceases to hold. Suppon for the natural monopoly &fgument

18. /d. 11527.
29. ld. II 4'70.
30. Su. ,.,., SPULUI, JIIPI'lIIIllCC 4.11114-17.
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would require satisfyiqa difficult, if not impoaible, bardeD ofproviDa that
a siDale provider of many diverse teehnolops would be COIl-«ficieDL The
burden ofproofbecomes even more difficult wbeD Ibe teeImoloPes are applied
to an ever widenina array of different serviceI.

In addition to the many telecommunicuioas teebDD1ol* • ncIiDa many
different functions, teebnololY within any pIrticular CIIIIO"Y CID differ
substantially across firms u a consequence of teeImoloPcal cIwIp. Pinus
bave different production teebnololies because teeImolopeu bowledp
diffuses unevenly, and because teehnololies are embodied diffaeady acrosl
different types of facilities and different pnendoaa of CIPital equipment.31
With chaDJiDJ teebnolOJY, therefore, COlts caD dift'w ......Uy ICI'OII

firms, and one ClMOt conclude a priori that aliqle finD CID produce at lower
costs than can two or more firms.

The DIIUrl1 monopoly ItJUment that all t.ee:IutoloJies are kDown aDd dlat
all firms bave access to tbe best teebnololY is DO lonpr IpPlic:Ible u a
description of local-exchanp telecommunications. There hu beeIl subIlantial
tee:bnolOJical chanle in computers, computer bued swib:hiq equipment,
diJital transmission medlodl, wireless access, fiber opticI. aDd adler key
teebnolOJies since the MFJ wu implemented. Thus, it is no 10IIpr pouible
to identify a stable best teebnololY tbat can serve u the bais for tile .anI
monopoly &flument. Without such a basis, the natural monopoly arpment
cannot be used to establish the cost-efficiency of a sinJIe PJoteeted provider
of service. For example, akhough fiber optics may have a clear advaDIqe for
some forms of tnlnldine transmission, there are a number of alterDatives for
handlina colU'leCtions to the network that continue to be developed.

Many crucial issues remain open, including the confiIuraIion ofthe access
netWork and the standards for digital transmission in access. GeorJe Calhoun
observes:

[TJhe proper architecture for a dilital accea necwork is still very
much in question. Star, ring or bus? Fiber to the home? Fiber to the
curb? Radio tails? "AIIlernative access?" ISDN, orwbat'1 Moreover.
reaardless of which plrysictJl confiJuration prevails, dle efficient
dilitalization of the access environment will require equipment baled

31. For .......n. Divilioll NuIIlple Acc:III ('I1)NA) CollI DIviIiDD NuIdpIe A-.
(eDNA) b IDlY wW ..... pI'O¥idIn of ClIIIIIIIr.me. 10 _ ~.-: ......,

... -1biIlI)' 10 caIJ 181«*, .,... S. ClLUILAI 1'IUCCMMGCATIOMI blDUI. AII'N, STATa
Of TIll CnLULAl!NDUlnY 101 (1992). DIffa-. ClII'riers -A-. die
lap .. opIIIIOn, sill lllve .. lilly favor CDMA. Jut apIIIIOn (ue]~ 8DriII
__lid willi 11)MA . • • .• E&IIII O. NIeben. ne~ ,." tJ/ t:.JlMJIv SInIarI. 1'ILIt'CIlI
MAlUT LErrIl, OCt. 4, 1993, II '8.
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on standards that are still UDder development or, at best, just
beainning to be commercialized.n

If the best teehnoJolY is not known. it ClllDot be userted that aD DOC
will necesaariJy have access to the belt teehnolOJ}' or that entry of new
suppliers usina alternative teehnolo,ies cannot occur.

The natural monopoly IlIUment is also weakened by die coaDeCtivity of
netWorks. Improvements in computers aad related switchinJ teebnolOJY allow
different firms to build and operate multiple nerworks !hat can eben be
incerconnected.» The COIU of interconnection have fIlIen subsWltiaUy IS die
costs of switchinc teehnololY have decreued. Open netWOrk architecture
further reduces the benefits of I centrally switched DetWOrt. In addition, new
developments in switehinl have allowed customer premises equipment, such
IS Ibe priVate branch exehaDae (PBX) IDd local area networks. 10 be
substituted for transmission and switehinl by the te1ecommunicationa utility.54

These sipificam developments render the concept of a Damral monopoly
telecommunications network obsolete.

3. 1M Problem ofDuplicativt Ftldlities No Longer Applies

At the heart of the natural monopoly qument lies dae need to avoid
duplication of facilities, particularly cosdy transmission facilities such as

32. CALHouN, JIIPfD" 27.1&534.
33. N f~ FCC cbIlnuD Alfred SiIra.-iftld beftn CoapIa, -I do .. bIIiI¥I_

1ft'ordlaI ...,... ftJIUIlIId CIppOftlJDitieI wiD IIUt ill ..... . 1IdIer. 1bIIiew
.... wiD be mabiIe. 1IIaIlIcut... ..u .. '**II1II odIIr diIIribuIioII 11lIy wiD
pRlI\IidI bcJdI . 1,.. 1_ ud~UUWI'",....... wiD ... bt liIIIId ia a
.-wOIkof-.orb."~..~WIIGI ~1tI~AatJ(1991:

~ lIfI S. 1200~ .. SII6aIfMI. lIfI QlllrflW'l 0/.. e-. • ColSlWIa, SdfItU
... ~lIfI. IOU CollI.• 2d Sea. 16 (1992) (_01 A1fIId C. su.)..... NeIIoa,
SfIciII AaiDIt for IIIfonDuion TKbnoIoIY ill dIt W1IIIe ... 0fticI 01 SC*Ice IDd TICIIIoioIY
JIaIicy. _ pIlaeellld cable cz f ier .. "priIIIary pia,.,.' ia dIMlIapiIII 1II1lM IIIll111s die .....
01 aDorb.· but ... dill ClppOI'lIIIliIi 10 ..... will Il1o~ ....... 10 odIIr
~1IIdiDforIIIala--1OIoIY VIlIIloft. NIl...,.", 1rtdIttJc I*trI/Jm0/""'''''''''.
MrUory CoMtinu lIfI"" NaItDMl~lIfIl~. DIJr. DAILY, Dec. 10. 1993,.",. ToIII
Kalil. DiNetor czI SCieecc II1II TICItDoklcY for die NIIioI* IcioIIamic COtIacil dill -(p)laple
.......~ llIIOmIIicI!Iy lIIkiItIlbout WN. buld11y dDII'll11Jbe • Ibout
winlIIIs ud broIdcut ..mtea ... _'s wby die pIna 'J ..,.. czI..-orb' Is 10 No
.. bas ill aliJId. monolitbic. e-mIly .....p/IIfona for 4es=mdal all die~.' Eim
WcAwy I: Seta ScuUy. hwrapItt:y nut Fore,~ To .... lfqorr ..,,. tJ("-'tIr.
1'tlIlU1MJ 1II,{omtolttM hf/t'am'w:trft. IloADCASTINCl I: CAIl.I. July'. 1993. 1& 26.

31,. NC* dlat Sltatsd,.... Services (m)~ die ..al1.rdaJ eqlIiYIIeIa oldie ..... PSX.
m "[P)RWid(es) c:aualizahellcoaUIIIUlic:alioDl.me.lO...... iliabuiIdlDI araCllllllP1U. '1IAUY
NEWTON, NEWTON'S TELECOM DIeT1oNA.lY 93' (1994).
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telecommunications lines. Tbe Idvanta.e of haviDa oafy 011I. U oppoeed to
two or more producers, is Ibat die siDale producer wiD create a liDIle network.
while two or more producen will create two or IIlOI'e 1IItWOrb, dupIic:II:iDa
facilities and thus experienciDa biaher total COllI. 'l1liI crucial part of the
natural monopoly arpment tau been rendered invalid.

Most importantly, die avoidance of duplicatioD of aetworb illIO Ioapr
an issue because duplication hu already oecurnd. In JUDY lIeU mere ue
multiple networks ernpIoyiq ftber optic, cellular, ud microwave _Diques,
and tbese networks euem:iIIIy duplicate some tnDImiuion CIJlIbilides. -A
teebDoloaica1ly vibnnt indIIIIry does DOt advuce by 'dupljcatjon.' New
teebnoloaies (intep'ated circuiIs. Iuers), new medii (ndio iMIIId of copper
wire, fiber instead of microwave), new arcbiteclurel (riap a-d of SWI),
repJ&ce old ones...J5 The COIlVeJ1ence of applicaDoDl of....ve cecbDolo
pes suueslS that die duplication problem no ioDIer eJisCa.

For eumple, I hiP propottion ofhouseholcls bu bodlltUdlrd telephone
service and cable telecomaumications services.36 ID Aupat 1993, it was
estimated that over ninety-one million homes have cable service aYlillble.27

The coaxial cable that delivers cable television is already eipCle ofdeliveriDa
telephone and ocher telecommunications services u well." Cable companies,
DOW allied with out-of-re,ion telephone compuies, ue nponedly planninl
to spend fourteen billion doUars deployiDa fiber over die next decade."
Accordina to former Natioaal Cable Television Auoci8tion President James
Mooney, -[t]he bigest telecommunications story of the decade may tum out
to be not telcos' creatiac broadband networks, but cable teehaolol)' IDd
architecture provinl to be the most efficient means of deliveriD& die next

35. PITa w. HUin IT AL.. 'nil GIODUJC Nrrwou D, 1993 twoar ON CGwPI'ITI'IoH IN
THE 'nUPHONI lNDunty 2.10 (1992). TliIIlIdIaft ftardler .-.w: -Nor doll I r I,. arm. ill
a I1DIfe •. IIIIIIId it .... '*__...... at a =e, awilIcl by .... awt by 1lVIIt, liee by
liIIe. IlIIiDaiDI wbare priaII lie ..... IIId CIOIU~. - IlL

36. CIbIe ClpIIItOnlie"'" 10 O«W... typII ot.......w.. 1M III~Applilwala
otT"n~N. Y., 7F.C.C.""I6, 59II(I992)f1* inf,.ClIbIIOllIIPUYIOa«ar
COlIII*itive KCIU III'YicII ill N I '11M widI NIw York T........); III~T........~-CIbiI
T.iIion~"",7'.C.C." 300, 322·23 (1991) (IIIDwiaIQOlItoOW......
c:IbIe 00lII..... IIId ............... c:arriIn); 111 ~ Twi&III ,.. ......., JIIC., 5 F.C.C."
4547 (1990); IIIIport • Oftkr iII_h .''"1 atmel'nMliaaa at 111I CIItIe Cc F '....Nicy
Act otI9 50 Fed. III. 11,637. 1 34 (1915) (ClIIlIe L' _, a«ar CIIIIuJIr JIdiD
1Il'Vk:a); ACLU v. FCC, 123 P.2d 1554 (J).C. Cir. 1917) <........ PCC... ....• dlIt CIllII
CCIlIIPIIies _, offer CIUulIr .... .mo.) em. .... 45 U.S. '" (lMI).

37. NATlOHAL CAlLI TIU\'IIlON AII·N. CAIU 1'II.IV1IION DI\'II..ONINJ'I (19M) (....
__ tram PAUL KAGAN AIIOCI., INc., MuUTIHO NIW MII:tIA, Dc. 20, 1993•• 4).

31. 1M SCIEHT1l'lC AnNII'A, CoA,Ccau: CATV 1'ILDIIONII SYJrIW: A DuAL·SDVIC!
TI1.IPNOHYNIDIO SYITIM JIOI CATV NITWOUI (1993). AIlauI at ...-a CIIIIe
iUIDI&ioIII wens c:apIIlle or , CClllUlluaicIIioIII by me at 1992. S. MomI AM.
'I'£1.ICONMUNICATIONI AII'N 5. at 134. AoalIdiIII to die !bib "-'il:ID
T........icHimIS -(T]JIe CIbJe iIIduIa'y .•• aIJIIdy ... ia pIIce IDlIIl at die pIal_
iafIuUueluR to CClIIIP'fe widllocaIlIkQI.• Id.

39. NoaTH AM. ~ATlONS AsS'H, SII/1fD .. 5, • 134.
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OIies. many of which may not exhibit aatural lIIOJIOPDIy cIIancIeriItics.
Compedlive entry can and indeed has occurred. CompeCiDa firms are .mna
me teJecommunicatioDS market with wireless teeJmoloIieI auch u cellular.
microwave, and satellite systems. Additional competir:ive eIIIrY in the form of
personal communications services will follow.

Moreover, me substitution of low cost awitcbiaI teeImolOl)' for
tranlJDission further reduces me need for coocern over tile dup1icaIion of
transmission facilities. Subltaatial portioDS of the network can be replaced by
equipment on customer premises, iDchadin, customer-owaed switchinJ, such
u privaIIe branch excbanps, and customer-owned lraDllDiIIiml facilities. The
amountofduplication required by competina IIItWOrb is .......ntjlUy reduced,
thus lowerin, the cost advlDtlae of a sinaIe producer over two or more
producers.

D. NtIturaJ Monopoly Technology Is Not a IltIrrUr to EnIry

By itself, a natural monopoly teebDololY does DDt act u a barrier to
entry.~ Firms can enter an industry and compete wiIb iDcumbeall even if
production by a sinale firm is efficient. Natural monopoly teehDo1oIY does DDt
prevent the entrant from investiDa in DeW facilities. IDIIOUDCiDI prices,
recruitiD& customen, and otherwise competina wiIb me iDcumbeDt. To
effectively deter entry, the incumbent firm must be able to IIIpricellDd retain
its customen such that entry is no 10Dler profitable~ It is imponaDt to
emphasize that, even if a sinaIe firm could serve the marbt more efftciendy
than could two or more firms, this state of affain does DOt imply tbat eaIerina
firms cannot compete to serve the market. Furthermore, natural mcmopoly
teehnololY does not rule out the possibility of multiple competitors entering
to serve the market simultaneously.

1. Natu.ral Monopoly Does Not Prrclw:k CtJmpetiIion to ~rve 1M
Maricet

By itself, natural monopoly teebnolOl)' does DDt preveIIl firms from
competiDa to serve a particular market. Alona with otber economic 1III1)'1e1
of entry and competition, the economic literature on coarllCable IIIII'keII bas
shown that competition for me market can occur with aatural moaapoly
teehnolOlY, and it bas stated me cOnditiODS under which there may or may not
be prices such that an incumbent can sustain a monopoly palition.45 UDder

44. WIIldIer or IIllC die Iol:al acIIup exbibitI burien lID .my ........~ ..... .-poly
is die IIIbjICl of Pan n.

45. sa ....UMOL IT AL., "'PIG ... II•• 7. 11Ie IIIIIIan nIIr fill • iIIIdIIIay iD wldcll'"
are IIIIliIiI* burien fill eatry U M COIIIIIIabIe~ aDd poiDl 0lIl dill ClllIIPIIliII dill are -.J....,..
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certain demand and COlt conditions, ID illcumbeat can IUItaiD irI palmon
llainst new entry, but oaly by choosm, prices tbat yield zero profits.

Even under the wry lJ)ICific demand and COlt CODditioas sufficient for
-sUMainable" moaopoly prices, the possibility of ....inable prices Deed not
prevent emnnrs from successfvlly competiDa for the market if the incumbent
were to deviate from tboIe prices. Even if Ibese coaditions were to bold,
therefore, an incumbent firm could not leverqe irI moaopoly posiDon to favor
other lines of busiDess, because this action would create opponunities for new
eatraDtS to serve customers by DOt requiriq the purcbue of additional
services. In addition, the monopolist could not paerIIe profits to subsidize
entry into other lines of business. because the potenti&I for entry into a
contestable market elimiDates bam profits and croa-subsidies.

For purposes ofUJUIIlent, however. suppole tbat the production tee:bnolo
IY of the local exchan.e were to exhibit the property of natural monopoly.
com:rary to the hypodlesis of this Article. 'I'hiJ does DOt imply dw me LEe
could select prices that would deter entry. The existence of multiple teebDolo
lies. the OllJoinl development of new teebnoloaiel, and the differences in
information that firms bave about the teehnolOl)' create opportunities for the
entry of competiton. Therefore, an incumbent could DOt sustain a monopoly
position simply throu,h the selection ofprices. Given the tee:lmoloaical cbanJe
that hu been occurrina in the IelecommUDications iDduIUy since the MFJ, the
incumbent cannot be expected to susraiD I monopoly poairion. The entty of
new c:arriers providina alternative access and transmission services that are
economic substitutes for the services of the RBOCs clearly demonstrates that
a monopoly over the local loop is not sustainable.

2. nae NQlW"QJ Monopoly ..trgumDlt Does Not Apply with Cost
IMfficiencies

A firm cannot enjoy the cost advantaps of DIIIU'I1 monopoly unleSs the
firm utilizes its production technololY at the efficient frontier. 'Ibis means that,
Jiven apaniculu productive technololY. the monopoly provider purchues aDd
employs productive inputs efficiendy to minimize costs. If this is DOt the case,
then a flJ'lD operatina in the market is subject to competition from more
efficient entrants. Thus, the I1ItW'I1 monopoly properties of the IeCbnolOlY are
DOt sufficient by any means to ,.,.,..mee dw an iDcumbent can secure a
monopoly position. If the incumbent firm is not operatina efficiently. I more
efficient entrant can provide equal or better service to customen at a lower
price.
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A number of reuo.. iacludinl the presence of rep1aCiaa, .... dw
incumbeDts in telecollummations ue not utilwlla dleir teeImolou iD..most
economically efficient ..... If inveatmeat inceIDves ue eIi.lled. dle
teebDolOJY will not be opelated at the efftcieat frontier. A Il1IIDbIr of factors
iDdic:ate dill dle inv.... level of the local ce1ecommUDiclao. poYiders
should not be prelumed to be at aD efftcieat level. Price replatioaa. die eatry
of COIIlJlICiDI carriers. die line-of-busineu .uictioDS. IIId repIa10ry
uucertainty will affect dle iDc:entives of a local telecommUDicl'" CDlDJUY
to invest. To die extent that iDveIanent depIns from efficient levelI. die aotion
that natural IIlODOpOly teeImolOJY prevents entry ceues to apply.

3. n.~ D/JlMllIpk CtInN" CAlLs into QwJIiDrJ *' Nt1IIurJl
MOIIOfJDly~

The arpment that the teehnolOJ)' of the local ache. exlUbill IIIIUrI1
monopoly properties, and chereby' confers I monopoly on the local uchanle.
is refuted ifcompetitive eatry suecessfuUy occurs. Tbe pnaeace ofcompetirol's
in the local ellchanae leeds to one of two conclusions. FUIt, if .-ural
monopoly teehnololY is sufficient to create I monopoly, then the earry of
competitors must imply eiIher that the LEe teehnolOlY iI not chat of I -=al
monopoly, or dw che LEC is not operatiq the DIIUrI1 monopoly IIdmololY
efficiently or pricinJ appropriately. Second. even if we believetblt the LEC
teehnolOJY were dw of I natural monopoly, we would be forced to conclude
tbat natural monopoly teehnolOl)' wu insufficient to JUII'IIII8e that aD

iJlcumbent could achieve a monopoly in the market U I ..wt of its
teebnololY. Either way the natural monopoly IrJUDlent for repIation of the
local excbanae ceases to bold.

Indeed. there are competinJ multiple carriers in the local ucba"le....
Cable systems are already in place and available for compeeition in le1epbone
service. IDterexchaace carriers such u AT&T, MCl, and Sprint provide. in
addition to transmission from one local access and IrIDSport area (LATA) to
another (interLATA service). some intraLATA service in compedtioD wirh the
DOCs. In January 1994. MCI announced that it pWmed to uparade its
netWork in order to compete apinst the DOCs in providiDJ local access.·"
In 1993, AT&:T announced its intention to acquire McCaw. the Iarpst cellular

.e6. Jl .... be IIJlIId &Ilia ... _ .... die YiIw tIIIII .... .....,.,. iI_ • burier
• .-r, ifdle 1In__DOC "'.......,.. by~ .-rIdiaDa. 1111 _JlIV¥idI
IlftIIICliaD to ...........c~".1IIdltrecdveIy 1UbIidize.-y.~, if ---.o&y
YiIw WWI COI'NCl. c-. would ..-zdie -.zy~It.._ adIIrc:mier IIII:iIIa~~fIIUIIIIDrY

..ncdoaa IIId IIIIP10YiDI tbe -.raJ lIIOlIDI'OIY 18CMoIDIY. nil ill'IlI'alaI by ... fIcr dill __
Mj • .... --. die 1ocII1IllCIIIqe.

47. Joba J. x.uer.1I0 1'rrIpoIa 4 S20 allUIft QIpUtIl,.,.. WALL ST. J., _ 5, 1994, •
A3.
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carrier in me United States, whicb could eventually eaable AT&T to bypass
the R80Cs in reacbina the end user." Do=ts of CAPs, such II Teleport
CommUDications and Metropolitan Fiber Systems, provide fiber-optic
truslllission service and connection to iDImucbaaIe carriers.... Many
companies provide wireless transmission .w:e, includinJ cellular
te1ecommuDicatiOlll networks.50 PeS will emerp .. a new and sipificant
form ofradio communications uponcompietioD oftheFederal Communications
Comlllission's auctions for narrowband and broadband PeS licenses." The
FCC anticipates rhat "the advent of PeS will opeD the commercial mobile
radio services muketplace, which iDcludes cellular service, to _nse
competition. -51

The entry of competitors into the local loop hIS shown dlat there are DO

teehnolOCica1 properties inherent to the local elCJwaae dlat are sufficient to

48. Ser WII.lJAM J. BAUMeL A J. Guooay S1DAIt, TowAID COWPITmON Dl I..ocAI.
'l'ILEPMoNY 16 (1994).

49. CoNMIcTlcvr IISLUCH. 1994 LocAL~TI:M CcIMPITmON VI-I (1994).
~ ro a IlU\'e)' by die Vau. Cinlup, CIIIIy ... JIIIf 01 aU YiIaaI pm.....~
• for II:aA I1IrDuP dIeit local teIco IIIIIer dlu lIIiII diIIa dIlIic:IIId IiDk& 110 die~
CIIIIiIr. 1lIiI1IoolIlIr. MrtIICIl~&rwW Sa""l', CONPUTDWOIIJ). Mar. 5, 1990••51. Ser.
lob Waillal. JoItIt Hta:td~ CWowr jrrJm WA7'S 10 SDN: a-,. £lrp«:Ied ro Saw ,,""
$1.211 AIUIIIalIy. NETWOalt WOWl, Aua. 27. 1990. aI 2; lob WIIIIce. ,,"" IIUIII1lI SDN. IMIia ClIft

TMi§IZ. NrTwoIX WORLD. Stpt. 4.1989. all; JoIulDix. CclIIIIwUa:uiCJftlOprtcIu.· 7Jw World""
A1.T. COMJItTl'UWOIlJ), Dec. 30. 19I5-Jaa. 6. 1916. &I 33.

1111 U.S. dIiea 1IId,.,aa1eMld by CAPs =-iI die~ 01 CMlr Ii:a)',..01 die
caepuieS lMlllJllllrOll die~~ IiIc ofdie IIllp 100purdIuerS of..........· 411

JlftIIduas and 1OI'Vicea. AIIila Nub. Electric Ll,1rtwGw ....., J:lrpMIiCJft 1VoI'Ih $120 MUIICJft. Bus.
J. 1'OITwlD, Mar. I. 1993, t I, at 1; PeIIIIi CnIIaw. W ToIbfor""U IICJftDp1J1)' AI Tclqorf
IIoWf!lI'l. SAN Dmoo Bus. J., Ptb. 8. 1993. t 1. aI I; 0lIitImI JIudPs-IIClIdeId, III, SpMden,
"'" SpettMn-Top ItXJUn NtImD Ltv""~ $Iadm. MIle StJwclidll#iCJftAlIIlUrb
IitJNJr StJmI t1/IJttiIIstry 'I MOIllnntJlltlltve~, Cotooc, WI'., May II, 1992, • .....,.

'0. 111m~ aiDeteeD miDioa celIuJar sublcriben CllIJIIIrisiIII rwelYe~ 01all wirWiDe ucI
wiNless ... 1iIes. Cclbdtu 1'IIoM Slllnaibln Top 19 IIIlJiCJft MIIIt, IIfI1'G .. 43; PIDUA.L
CClfoOn,'WICATIONS COMM'N. ITATlITICS 01' COMMlJIollCATIOMI CClIOlOM CAUJUS 57 (199211993) (140
.wiacI winlliDe ICClIII 1iDa). .

SI. Accord.iD& to IusiDeas Week.. M11Ie winllesa boom dial bepD witb cellular... .,...s
... IICderated IS lIIW teebDoqill emerp, M iDcludiDl cellular. PCS. specillu.t lDCIbiIc 1Idio. ucI
.......1Iuad 1yIllIIJII....... Wilt IIIJOI'U I~ 01 ArdIur D. lJIIIe dill dII __ iD dII
U.S. will triple from 514 bilUOD 110 W biWoD by 2002 IS die lUlDberofwiRlllSCIIIIIn .... fram
fony m.iWoII to 1WIety 1IIiUioIl./r'l G1tIod,1tIod.1tIod.1ItJIl Mrcla.r World. BUS. ft., Nov. 29, 1993,
.. 121. 132. TbI on CorporuiOD upectI MtotIl wiJdaI voice.me. iIIdudIDI badl CeI1uJIr ucI
PCS-to .a lDIIle 30,. of dII popuIMioDM by die year 2005......... a __ ...... of
~y 70 I*'*It of U.S. 1lou..no1ds. PIIpInd IemuU of Dr. C.I. Wayllll,lba:udYe Vb
......MIskGII and BusIacu Developmenr, GTE~ CoIuqpj<:erioos sem-.IadieMDt
oIM11Hnru 01 !be CommiISion's lbIlcs 110 Establisb New PInlaI C_....• Servira, Gee.
DIll. No. 90-314 (F.C.C. Apr. II, 1994) (ea bIDe). Sa. PIller CJamrae,IIt1MY 0lIl o/'I7rbt Air:
7Jw~ No1rDw6GNJ PeS AMaioII. J. !cON. A MONT. STlATIGY(~ 1995).

52. I" rc Appllcuiolls of Cllil O. McCaw A ATATfor. c...IIOTIIaIfw. PileNG.INF
93-M. 140 (F.C.e. sept. 19. 1994) (MaDorudum Oplaioa IDd Onkr) (facaDla.-cl). Pee.
... M11Ie iaa'oducIiaa of bnlIdIud PCS slIolIld beIItit CCIDIlI8ft by IIiIiDI die CMId level of
~ in lIIIIIy abady COIIII*itiYe seamems oIlhe~ iIIduIry IIId by pnMdiDc
[II litloD ill Cllber sepItIIIS for die rUSt tizDc. M 111 rc :r.pIIaIanaMn of Sec:daa 309(J) 01 die

Conunuaica1ions ACl-eCllllPlltiuve BiddiftJ, Fifth a.port ucI Order 3 (F.e.c. J.. 29. 1994).
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parantee I monopoly to the incumbent LEes. Such competitive eatry implies
that the natural monopoly UJUment should DOt be used to justify forbidding
entry by the RBOCs into ocher lines of business.

n. The Barriers to Entry Arpment

The second ar.ument used tojustify the MFJ's liae-of-buliDels I'IIIrictions
is that there are barriers to entry in the local exchaDp that will main«ain the
monopoly position of the RBOCs. Judie Greene, for eumple. bu ItIIed tbat
"duplication of the ubiquitous local excbance DICWOI'b would require an
enormous and prohibitive capital investment. "5S TbiI s.:tioa cIIfiMI bIrriers
to entry and examines whether they are present in local excbup marbU. '!be
Section demonstrates that the sunk cost ltJumeat for rep1aIioD of the local
loop no longer applies and tbat entrants have already SUlIk COllI for multiple
netWorks.

A. TIu D~jinirion of Barriers to Entry

Barriers to entry are costs imposed OD emraats but DOt preMDt for
incumbents. 54 There are two main typeS of burien to entry: IUDk COllI and
,overment re,ulation.55 Sunk costs are said to be a burier to eatry if eDtrams
must make irreversible investments in capacity. e...... wbicb iDcuIDbeDts
have already incurred. Government replation that Ilk.- the form of rules
applyin, unequally to incumbents and ellUlDtl caD cnIIe additioDal COllI for
entrants, potentially resaietina IIW'bt entry entirely.-

If an incumbent, but not an entrant. bu a1reIdy iDcurred the IUDk COlt
of facilities, the incumbent Deed only price to recover operat:ina expeases and
incremental capital expenditures, since the irreversible investment COlts of
entry can be written off. A potential entrant. in coDb'Ut. must llllicipate
earnings exceeding its operating costs, incrememal investment and irreversible
costs of esrablishin, its facilities. before it will ur.empt to eat.er the market.

The need to sink costs is not nec:esaarily an iDlurmoUllllble bIrriIr to the
entry of new competitors. All competitive markets involve some dqree of
irreversible investment, whether in capital equipment. 1DII'beiDa. or releU"Ch
and development. Entrants commit capital reIOUI'CeI in ID&l"bts where they

53. UailedSllla v. w-.na 1IIIt. Co.• 673 F. Supp. 525. 531 (D.D.C. 1917). qffd." F.2d
1387 (D.C. Cir. 1990).

54. 11IiI defiJlitioo or." IlIrriIn is due to GIIOlOE J. S1'ICUI., 'nil 0ICWaZA11ON OF
IHDt.'ST'lY 67 (1968). TIle c1IftIIiIioD it CG8UIIOIIly ippIiId. Su. e.,.. WWiua J............ D.
Wi11i&. FiuII CMJ. SW Com, ENry~m lIIId SUiliNIbtUry of1I0f1D/1DlY. 96 Q. J. IICON. 405•
.-os (1981).

55. For IddiIionaI cIUcu••ion or IlIrriIn to .". _ SPI.1LIU. IIIP"I .. 4•• 40-42.
56. l.iceDMs are refetTed to u MIbIo1uIe burien to....,· ia S1'ICILD........ 54•• 123-5.
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expect to earn competitive 1'IQII'DS OIl dleir iavestments. The SUlIk COltS

involved inestablishiDJ atelecommUllicatioDllystem, liven cunendy available
bDChnolo,ies. are not qualitatively ctiftereDt from imYersible investments in
any other compecidve market. Funbermore. ill compecitive marbU there is
often duplication of iDveItment. and die encry ofexcess or iDsufficient capacity
can take place u a coasequence of uncenaiDty f'eIU'dinJ COI1I. tIlChnololY,
or market demand. Therefore, even if sunk COltS are present in
telecommunications, they .-d DOt ill themJelvea confer monopoly mIlS on
incumbents.

Inaddition, entrlDtS canreduce die riskUIOCiated with mak:inJ investment
commianents in a vari«y ofways, iDcJudiaa contraedna with CUItOmers before
irreversible investmeDtl are made and enteriDI into joint veatures or meraers
wiIh incumbents. Moreover. apotenCial eacrant.-d DOt be detmecl from entry
if it hu a sufficient cost adva.atqe over the incumbent. The developments in
the industry since the MFJ amply demonstrate that many companies are wi11in&
and able to make the irreversible investmeDtl required to enter the business
of local telecommunications.

B. Barriers to Entry tlIfd • Local Exclttmle

There is no question that the DOCs have a predomiDant market share.
and that these companies are larBe in terms of various measures of size.
includinJ number of customers and miles of tnJIImilsion !iDes. These faets.
however. need not indicate that the RBOCs have mark« power ill the local
exchange. An incumbent firm is subject to the competitive discipline of
potential entry when its market power is not subs1antial. As Judie Greene
stated regarding AT&T: ..AlthouJb monopoly power may be inferred from a
firm's predominant market share. size alone is DOt Iynonymous with market
power. particularly where entry barriers are not lubstulial. ..51

While this Article notes above that both sunk COltS and lovemment
relwation are sources of barriers to entry, sunk COltS are the barrier to entry
primarily associated with the local exchallJe. Accordinl to Greene:

Local exchanee competition bas failed to develop, DOt 10 much
because state and local relulators prohibit eutry into the market by
would-be competitors of the Regional Companies, but because of the
economic and technological infeuibility of alternative local
distribution technologies.51

S7. UailllCUwes y. "-ricaII Tel. "Tel. Co.• 5S2P. SUpp. 131 (D.D.C. 1912),41'"'.....
Maryland v. UlIUd SWes. ot6O U.S. 1001 (1913).

,.. Uftiled SWea y. W..... EiIoc. Co.• 673 P. Supp. S2S, 537·531 (D.D.C. 191'7).41'". 1M
F.2d 1387 (D.C. Cir. 1990).
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Bued on an ewninalioD ofIbe telecommunicltioal u..uy. tbiI Article
concludes that because of~icalcIuIe, bmien to .., due to lURk
COlIS are not at preaeDl. aipificant deterreat to..,..dae loc:al .....
Moreover. the q\*tioD of wbedler sURk COllI are • burier to eatry is
_ntiaUy moot because IUbstamial compedtive entry Do Ibe locI1
1elecommunications IIW'kIt bas already occurncL

la addition, an elWDiMdoD of federal ad 1liiie JWI'IIatioa of dle
1elecommunications iDdustry Iugests that such repJIDoD doeI DOt ,...ent
burien to entry iato the local elchaqe.lamuy marDIs, 1M RBOCa ill fact
flee incumbent burdens, ill which rquIatioa iapoIeI ... COlIS OD

iDcumbeats dian OR eaII'IIIII, daenby 1DCOUr'IIiDI, or IMtIlIUbIidiziDa some
forms of entry, and creatiDa the potential for UMCODDIIlic bypuI.- Uaeco
aomic bypus OCCUR when competitive entry nisei the teal iDduatry COltS of
providina • ,iven level of service. It can result from sublidies or differences
in rqulation between incumbents and eDlraJdS.-

C. The SlInk Cost Argumerttfor Rep1Qtion oftilt LoctJl Loop No LoftItr
Applies

The evolution oftelecommunicalions1edulololY iDvaIidIteI the UJUIDenl
that there are barriers to enay into local teIecommuaicaQons JIIIIbU stemIIliq
from the hilh sunk COltS of elt&bliabin, • te1ecommuaicaticml 1IItWOrk. The
aon that there are probibitive capital requiremelltS ill dupljc:eti,. me local
elchanae netWork rests on seven! economic and teebnoJosical milcoDceptioas.

First, • new enIrant need not duplicate the DOCs' eaIire trllllllliasion
and switchina systems to eater the market profitably. The eatrIIIt Deed only
enter portions of the market where the expected revenues exceed the expected
costs of providina new service. Thus, an encraat mlilt .iDk the COllI required
to serve only its specific customers. The size of the iDcwDbeDl's IUIIk COlts

is irrelevant to dle ennnt. By choosiq to IeI've ollly put of me local
exchanae market, the entrant'5irreversible investment is subltantiaJIy reduced.

Second, the entrant Med not duplicate the 1eduloloIY of the incumbent
DOCs' transmission aDd switcbina lyams. The teebDoloIY of
telecommunications transmission his cbaaaed subldlDli,Uy ill a III&DDII' that
alters the types of inVe5bnent required to establish • DIItWOrt. While IraDImis
sion wires represent the primary irreversible invelbDeDt iDcumd by the LECs,
many new teehnoloJies, such u cellular, mobile radio teehDolOlY, aDd urellite
transmission, substantially reduce the wired portion ofthe trIDImission system.

59. 11Ie ler'III "illculDbIs ......• was iIIa'oIIlIced ill PIIIl W. WlcAvoy .11.,11~w
&Itry Flu?: ByJIGIS" I'anJiJl Dm,IlI«iDft ill NtIIwDJ GAr 1Itrim. 6 YALE J. ON Il1O.209.210
(1989).

60. 14.
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By $OrviDa areas UIiaa winIeu Cl'lllSmission, puticularly for the "lilt mile"
10 dle customer's 1oc:IIioD, Ibe new teehnoloJies are DOt tied to specific
customers throu,b irreversible investment in transmission. For eumple, a
nnsmission tower aDd receiver are not cust.omer-specific since they can serve
any customers in a Jivea poaraphic area. Moreover, ndio transmission
facilities themselves do DOl ....I.my represent sunk costs, since they can be
physically moved to serve OIlIer markets. These feIcuns of some of the DeW

n.nsmission IeChnolops e1imiDate the needfor lipificant tn.nsaetion-specific
or customer-specific invelUDeD1S.

Third, teehno&op:al cbanp bas altered die desip oftelecommunications
systems. TelecommUDic:alionl systems provide ausmission services usiDa a
combination of switcbes and ausmission. The increued power and reduced
cost of computer chips have correspondinaly increued the power and reduced
abe cost of swirches. To die elUent that switches can be substituted for
transmission lines, the eost-minimizin, input mix will involve aareaterreliance
on switches and a correspondin,ly lesser reliance on lines. Also, as the power
of switches has increased, so bas their productivity. Increased productivity of
switches allows I reduction in the number of switches required to produce a
,iven level of transmission capacity. For example, the private branch exchange
swirchinJ teebnolOJY aDOWI a reduction iIi the Dumber of lines required to
provide a given level of capacity to a customer's premises.

A reduction in the number of lines required to provide a given level of
capacity implies that this porential source of sunk costs is reduced for a new
entrant into the local telecommunications IIlUUt. Moreover, the switches
operated by a telecommunicalions company, unlike lines, are not tied to a
particular customer location. The switches may be shifted to other applications,
and thus do not represent sunk costs. Also, the switches owned and operated
by customers certainly do not represent sunk costs for a telecommunications
supplier. Thus, as teehnolo,ical change has siJnificandy reduced sunk costs,
the ar,ument that sunk costs create a barrier to entry into the local exchinge
ceases to apply.

There is another important way in which technological challie in
telecommunications bas eliminated the argument that sunk costs are a barrier
to entry. Given the extent of technological chan,e since the time that the
incumbent has installed its infrastructure for the loca1loop, the incumbent's
technololY and the entrant's technolo,y differs substantially. The incumbent
operates an old teehnolOlY, such IS a network that gael copper wires for
transmission, whereas the entrant operates a new technology, such as one using
more efficient radio or fiber-optic transmission.

The barrier to entry argument is then invalid with respect to local
telecommunications in two ways. First, the operating cost differences between
existing and new teehnolo,ies can be substantial. The fact tbat the incumbent

48



I
.

~..:.,,;----- -_ . • __~':'l.~ :.- ......

~ T mUDications

... sunk COltS does DOt deIer entry. because oIIiriDa I more
efficient teebnolOl)'. such u radio or fiber-optic lrIDIIDiIaioD, caD elplCt to
compete successfully with the illcumbeat and reccmr IUIIk COllI.

Second. the .-cl to sink COI1I is DOli t.rrier to .-ry ifdie ...... can
invest in I new rec:hnololY wiCh • performance ....... ova' obIa&eIceDt
telecommunications rec:bDOlOlY. Theperfonnance~ ofiDcumbeat
and eaInnt teelmololies differ .......l1y. New ICCIII ........ offer
various benefits that are nat lvailable tbrouJb capper-wire ICCIII teebDolOJY
in the local loop. These beDeftu iDelude the mobility ofndio -n.. the ill.
creued budwidtb of ftber~ HrVices, ud die IIIImIioD D"IJIpniuion
capIbilities of couW cable. If tbe iDcrememai r....- daat CID be obtaiaed
from the proviaion of value-added servi<:eI. IUcb • aaobility or dua
.....miuion. will be sufficient to cover die COltS of.-wiUiDl ad operaIiDa
I new system. tben it is irr*vant to tbe prospecdve ........ the RBOC
bas an advantlJe via its existiDJ copper wire and adlerin~_ indie local
loop.

The existinl and planned competitive enuy iDlD local teJecc-municaDons
show that the new rec:bnololies offer COlt and performance IdvaIapa over
existinJ teehnololies. It follows that these advaaIaaes aresufficieDt to elim;n,te
the barrien to entry that arise ffom the facilities of the incumbent RBOCa and
the need for new entrants to sink costs. Of coune, the UOCa CID invest in
the new rec:hnolopes u l'IIdiJy u can any entrant. ..... aay repIatory
burdles. However, the iDeumbent and the enttaDtI are 1beD on an equal footinJ.
The .-cl to sink costs in • new teebnololY falls evenly on the incumbeat and
eatrant and thus cannot constitute • barrier to entry.

D. Entry BGTriers Art Not QIIllsw Btcouse CollI Haw .4ltwIdy s.a Sunk
for Mllkiplt Nttworlcs

The &flument that IUnk COlts constitute • subla.,1 t.rrier to eaIr)' iDto
the local exchanle is also rendered invalid by the ....w J ea&ry inIo local
telecommunications that bas already oc:curred.II AJ dUs Anicle bu already
noted. there bas been sipificanl invesanent in local .1,COIIUD1mications
capacity by IOIll-distanee companies. dozens of compecidve acceu providers.

61. Ita IIul tweIIly-dne _ !live llIftiIIId Cl8I ar _ IaaIl L·... 0 cia_,
w ea.ec:dcI_,~.Ih. ~oMicIIIIIu-Nft Y.1lIw • /wid ......
JocaI mmp lIitioD. DIIIIIlia""" cel' killl for __ ...
_ lie cotIIi*riIlI die isM. .sr.r ".,."~.. 41. AIdIaIP _ c.u. ....
_. dIIIe.-worbcu be..... to WIW CAJ'WIIlIu~"'_ttflltrirll•
.,..,.., C1IaftIa. TELco COMPIT!TIClN May 12. 19M•• 1. .......... aaa ......
_a _ dill H ·iIa8d{')lD-.w"""y.. JlOJHtrDMGJwAIII/ItwUJ»"SwIIt:IIMLt1cIIJ
SrrWca t1I nw SrGru, 1'I1.Co CClWPE'm1c»I .... , Oct. 13. ItM, .2.
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cable companies, cellular companies, and other wireless tnJIImisiion sup
pliers.tZ The entry of new telecommunications companies in dle loc:alloop
coaclusiveiy atablishes tbat sunk COltS do DOC create a barrier to eDII'y iD the
local excban,e markets tbat would be sufficient to confer a mooopoly on the
DOCs.

In addition, the sipificut entry that hu already occurred implies that new
efttI'aIUS do not necessarily have a cost diaadvantaae relative to incumbent
RBOCs, for those new entrants have already made irTevenible investments.
After their irreversible iDvestments have been made, entrantS become incum
bents. From chat point forward, the costs ofentry cannot be used to ctistiquisb
DOCs from new communications providers. Moreover, there is coasiderable
evidence of the existence of excess capacity in the local excbanp markets.
particularly in fiber-optic capacity, which sUipsts that the additioaal capacity
created by new carriers will result in intense price competition with the
RBOCS.63

E. Re,lI1ation oftJu DOCs CreatesI~ BU1'dens ltDtM, n.r ENry
Ba1'1Vrs

Another form of entry barrier is created when a replator awards an
Cllclusive franchise to a LEC, thus precludinl the entry of new carriers.
However, the view that such I crant of statutory monopoly over local
telecommunications is common today is incorrect. Althou,h eDlJ')' into the local
exchanle was once ti,htly fe,ullted, it is not any 10000er. Here apin, me entry
of many new carriers into the local exchanJe markets sUllests t1Iat such an
entry barrier is not effective. The majority of state replatory aumorities allow
competitive entry into their intraLATA toll markets," and CAPs are iDtercon
nectinc with the local exchanie network in many states, inc:ludiDg Dlinois, New
York, and Massachusetts.

62. ATilT b payiq lIICft .... SII biIlioII for McCaw. waw.o b two biIIiolI doUIn
iD fibIt l'iapand Joc:aJ swildliAJ illlJulnlclun iII..;orUIIiIId....~ 110 V'IIllIt"
LMt·1baI' \f.riM..~a. o,tnsNtIIit1fl'sl'lm~~$IIpftI,""""', PR
NlWlWIU, JIll..., 1994, .2. 5priat lI&lqIIiNd e-l. wla local .......udClIOIdIrap."., far
52.S biWoD. Gamblin, on 71Iin Air, 1ic:ONOMlST. Aut. ~1. 1993•• 49, 11Ic CIIIIuIIr iJIduIJry ......
acuaulacive iIIvatmerIt of $13.9 biUioD dlrDulh DIceMer 1993. ClU.U1.Al1lLlCCll6JUMlCATIONS
1MDUs. Ass'N, THl WII.EUSS SOUlCDOOIt 9 (1994). T. CAflI'IpOItiDJ~ ....... 10
die PeC bad IlIIIIc $94 lDillIoo by ~-ead 1993. _A1'II.\N Y. X1Al.lIIIMa, JIIDDAL
COMNlJ'N1CATlONI COMM'N, FIlla DuLDnw."I' UPDATI: II/IID OF YIAl 1993 21 (1994), 11Ic
--- iIIveAIDent of die cable l:OlIlPIIIiII ill dlYeIl:lpiDI dIIir .-orb JIIauId .. III iDIdlld.
aIdIoulb reliable lllinwes of CUlDulalive iDdIlsuy __an .. ftIdi1y aYJilabll.

63. For Ullllple. ill 1992. die DOCs ttpONd dill a ....wje1 paoponiaJI ofdllir"'''
CIJIllIdty wuDOt)'enctivlleCl. JONAl'IWI W. KlAUlMMa, PIDUAl.CclitoonJMICAt'IOte COMM'N, JI1IU
DIPLOYWEI'n' UPDATE: END Of YEA. 1992 18 (1993).

64. NATIONAL Aas'N Of IlEoULATOty UTll.. COMW'U. TIll STATtIS OP CClJorJlIT1TION IN
IHTaAsTATE TlUCOMMlJNlCATIONS 198-200 (1994).
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If uydliDa. federal ud ICate nplationa create iDcumbeac "dens.
iJapoIinc costs and I'IICricc:io.- on JtBOCs that are DOt pJaced on die .-w ea
1rIDtS. An incumbeat burden flcilitares eatty IDCl bypIu of abe aiItina
....communicarioas .-work even ifsucb bypus would be uaecoaoaUc ill the
absenee of the rquIaIions. It is tberefore the appaIite of I burier 110 eatry.

The DOCs flee I YUiecy of repaIatory restrictions. iDclucIiDI cammon
carrier provisions, Ullivenallel'Vic:e requil'emeDtl, and public ftliDa of,..•
.. of which are .......y impoeed on new eIIII'IIIII. 0dIer I'IIt:I'ictiaaI on
DOCs creare lower limits on eenaiD uriffs, wmeb limit dle 1beir IbiIity to
compece with eaII'lIIII and provide I tIriff umbrella for COIIIpIIiDln. The
npIated rate III'UCaIre of .. 1tBOCs, widl biP rIt8S chIrpd to lNIiDeIs
CUItOIDerS. baa created o,ponuniliel for selective bypIu ofdle loc:alllltWOl'k.
0. iDcumbem burden created by fecIeral npIatioD is abediffereal tnIDDent
of access cbaraes1bat ATciT pays to nd.itioDal LECs VWIUIIboIe it pays to

DeW ICCeIS providers. ATciT is required to pus aIOIII to ill CIIItOIDS'S IlviDp
ill access charles paid to U'Iditional LECs, but it aeed DOt PIlI Ilona the
savinls on access char,es paid to new access providers." 1'heIefore, the
qument thlt rqulationa crllte entry bIniers rhat confer IIIatutory monopoly
on dle DOCs belies the current stare of iDdustry repJation.

The economic inefficincy created by iDcumbeat burdens 1uge1111bat the
eaIry ofcompetitors should be accompanied by • JiftinI ofuaeveB reII:rictions
placed on the DOCs. By fOIIIOVmc these restrictions, NpIaton wiD level the
playinJ field, allowiq the RBOCs to reapond to competiDve cIIIIJeaaes
drrouIh pricina. inveIanent and iDnoVllion. Ifthe I'II1ric:Qons were liftId, any
luther entry would reflect • truly competitive market, iDIteId ofalDll'bt made
artificially competitive by replation.

Indeed, not only do ......atory restricIiona create iDcumbent burdens for
the DOCs. the line-of-busiDess remictions of the MFJ similarly~ the
DOCs. The RBOCs ue pnvemed from enterinl markets that could ,.aerate
revenues, while competiton in the local exchanp ue not similuly denied
access to these ocher markecs. Since the line-of-busiDess resttictiODS deny the
RBOCs the opportUDily to eII"D revenues rhat their compecilors may eII"D, they
are placed at adisadYUtale and deIIied recums to their teebDoloaical expenise
IIId market kDowledae. This COIIItraint JwxticapI the RBOCs tpiDIt ICtUa1
and potencial competiton in the local exchaDae. Ia the ablence of dle tiDe-of
business 1'tIICricCioaI. dae DOCs would be able to compete ill die same
markets u their competiton. Tbe iDcumbent burdens created by the u.-of
business nscrietions funber demon.scrate that repWion is DOt. barrier to entry

65.~ A....CM r.,.,....for~ CuriIn•• F.C.C.L 2173, 3CJ05.46 •• 259
61. J026-JO ., 315-21 (1919) (ATAT Price CIp Order).
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to the local exchanae, but actually creates a competitive disadvantqe for die
RBOCs.
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m. The Leverqe Arpment

The third arlument used to justify die line'i)f-business restrictions on the
RBOCs is dlat, if permitted eDU'y into tbe IIWIUfacturiDI and iDlerLATA
markets, die DOCs could levenae their monopoly position in the local
exchaaae to obtain an unfair competitive advantaJe over potential competitors
in theIe markets. The levenae arpment is baed on me aaIitruIt law concept
of vertical restraints." This Section defiDes Ievenp and eumiDes the
application of the levenae arlUmem 10 the local exchaDp canien. As this
Micle will demonstrate below, tbe levenae lI'JUIllent is pnenlly flawed in
any market. Since a monopolist can always emact monopoly rents in the
market it conU'ols, it cannot increase its rents by expansion into • second
market. Furthermore, competition in the locaJ excbanae market eliminates the
possibility of exercising such leverage.

Lev....,e is defined in the antitrust context u the use of monopoly power
in one market to extract additional monopoly rents and to secure comperitive
advantages in a second market.67 Leveraae is desiped to exclude competitors
from all or pan of the second market. The exclusion of competitors from the
second market is referred to u foreclosure. Leverqe may be exercised in a
variety of ways. These include: (1) tyift" (2) restrictina access 10 essential
facilities, and (3) refusing to deal. The tyin, and essential facilities eumples
bave often been applied in telecommunications antitrust cases."

66. AIIiImt law bIs played 1 c:rueiIJ RIle iD die orpeiwioe ,.1 :II f , • iIIIIIIIa'y.
-11Ie u.s. teJIptloee iDduJlIy ... ilia .... lIIClII by ...... Jaw by ..., 1lIIPIc:l. IiIIlIIIIIl or
.. ftlIUlIaioD. - ICIU.OoCl IT AL•• ,.". IlClII 3. It 137. ODe 01 die IIII,jor~ 01 Jaw
ill ulu_mkadoDa bIs .... ill die_ a(1IIfticI1 ........ pIniaIIuty .,..,,_, .
VenicallMIIiDu dIDDle 1 capuy'. ICIialIJ 1l1li N8ria irs Iu~ or lI!aOln...... willi odIIr
CCIlDpMia. IkchaJioaary pnc:ticeJ is 1 pDIII1 pejotIIive .... COWIIiIIII • 11 Itt ud
CIIIIIDIICIUIi ICIiviliaa dill an aIIepd to c.- bIrrien 10 1M.".ud 1 ......, .....
power.~*"- u cxcluliclllUy prKIice .. 0CCUIIirII .... 1 ftnD 1 pIIt oIlII..-..poIy
PftIIkI...... saponril" for 1 Iup lDIIUt JIIan, by __ It~ for ....... 10
..... widI it. " IlIcKAlD A. POSNEI. AHmlllST LAw: AJIIIl:oHclMIc PIUPICTIYI %I (1976).

67. 1'IIe Secoad Cimlit. ia Ierby PIIalo, 1IlC. Y • ..-KolWl Co.• em F. 2d 263, 276 (28d
Cit. 1979), .,. dial "tbe UII oIl11ODllP01, power IIIIiIsed ill oat 10 pill 1 ~Ye
.... in uodIer is 1 violation of I 2 (a( die SIlInnu Acll, if IIu _ -.x
1O..."oIize dle IeCClIId marka.· TllillIlOIlClPOly Ieveraae~ iD Ail .......
CosDpuIer IaerYIIion 5,•. ADlilnasa lJIiI., 694 F. Supp. 1443, \.72 (C.D, Cal. 1918).

68. KELLOOG ET AL.. 'IIPra lIOlC 3. It 1.2.
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Tyiq refers to a situation in which the seller of a good requires die buyer
to purchase a second load, thus sellinl the two as a product bundle.- For
ewnple, a tying contract offered by an RBOC would require the buyer of its
local service to purchase ics lq-distance service as well. In such a siblation,
the RBOC would be leverqinl ics market power in the local service, or tyina
product's market, over to its 101ll-distance service, or tied product's market.
Courcs are ,enerally concerned with the restriction of competition in the tied
product's market. The reasonina behind the law and court decisions OD tying
has been subject to significant criticism. llI As Judge Richard A. PoIner bas
observed, "[olne strikiDa deficiency of the traditional, 'levenee' theory oftie
ins, as the courcs have applied it, is the failure to require any proof tbat a
monopoly of the tied product is even a remotely plausible consequence of the
tie-in...71 In sbort, the problem with the tyina theory of leverqe is tbat the
monopolist has liule incentive to tie its products in bundles, since it generally
can obtain no additional profits from the tie-in sale, and rarely obca.ins market
power in the market for the tied ,000.11

The fU'ID may obtain benefits from tie-ins if the tied ,cod aids the firm
in metering the usage of the tyinl good for pricing purposes. However, as
Posner observes, this does not imply that there is an incentive to exclude
competition. In the telecommunications context, the LEe certainly is capable
of mOnitorina usaae of its local service without the sale of additional long
distance services or equipment.

An essential facility is a productive input that cannot be duplicated feasibly
or economically by others.7] Tbe concept has been applied rather broadly in
antitrust law and bas elements ofboth natural monopoly and barriers to entry.
As in the case of natural monopoly teehnololY, the essemial facility should not
be duplicated, since the market is served at minimum cost with one facility.
An essential facility is similar to a barrier to entry in that a competitor cannot
feasibly or economically duplicate a facility in a market. Thus, the qument
goes, an existing facility will not be duplicated because an entrant would incur
irreversible investment costs. Alternatively, it is suggested that the costs of
duplicating the facility are higher for an entrant than an incumbent.

69. 111 TUDeS-Picayune Publisllill, Co. v. UDiUICI States, 345 U.S. 594 (1953), cbeS.-Court
held thIl tyiA& violalcs the Sherman~ if "!Ie se1Ier bas both a IDOIIOpOly ill lbe t)'iac procIIacl aDd if
ClllIII*itors are foreclosed in the tied product, wbile the Clayton Aa ippIies ifeiIbcr of tbeIe ClClIllfjrions

bolds.
70. Ilobert Bort calls tbis »UUIIfer of JIIIJbt power" dIIory beIIiDd cbe .-itrUIllaw __

'YiaI, aDd tb& SlIpnme Court's lIIIf<m:emal of it, »falllciolls." Itolll:r H. IoU, THE AlmnUST
PAlADOX 366 (978). Set GlIo Ward S. 1owInaD,~ Amrn,eIIICIIU l11Id tItt Lncralf 1'rr1bIIm. 67
YAU L.J. 19 (1957). Georp Stiller critic_the 1PP1ica1i0ll of the law 011 lyiDc ill GEOaOE J. snoLU.
UniUJI SuIIu v. L«w's, Inc.: A II/Ole on BIod BooGng, 1963 SUP. CT. REv. 1S2.

71. PosNE1, JllPra DIU 66, at 172.
72. /d. II 173.
73. sa Otter Tlil Power Co. v. UDiIed Swes, 410 U.S. 366 (1973); UDiald SCIIeI v. T-maJ

Itlt. Au'ft. 224 U.S. 383 (1912).
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The euenIial facility doc.uine pi beyoad me .-ural lIlODOPO!y aDd
barriers to em:ry ideas siace it incorporIfeI venicaJ elementl. The owaer of
the euential flcility DOl only .bu moaopoly power in ODe market but is
pnslUnld to deny equilabJe access 10 compeciaa firms in IDOCber market. In
Uniud SttMtS v. T,rmiIItIl 1tIIilrotId AsItJcUItion, me Court found a nUroad
switchina junction to be aD eueaIiaJ flcility." ID oar TGil PDWlr Co. v.
UItiltd Slmts, eIle Coun foUDd that me eIecuic power Q'aIISIIlission lines of the
utility were an essential flciJity.'rS The IIIDdard IIII:iUust remedy for dle
existence of an eaaentiaJ flcility is to """CINe equal access to dill flcility,"
wbichis what eIle ~J ....ted for loDa-distance carriers.

B. Uwra,t and Ilk LocDl Ezc1uItagt

In 1982. Judie Greene stated willi reprd to iDlerLATA MrYices: "The
complexity of the telec;ommunications network would make it pouible for [dle
RBOCs] to establish and maintain an access plan dill would provide to dleir
own interexchanle service more favorable c:r.anent than tbIt pured to other
carriers."77 SimUarly, with respect to the manufacture oft.e1ecommUDications
equipment, Juclae Greene stated that "non-affiliated manufacaarers would be
disadvantqed in the sale of such equipment and die development of a
competitive market would be frustraled....,.

The levera,e ar,ument has thus been applied to the RBOCs in two ways.
First, it has been arped that the RBOC could use ill monopoly to sell its own
lon,-distance services or telecommunications equipment to iIIelf or to its
existinl customers. Second, the IfI1IJftent wens, the RBOC could use its
control over its essential facUities, or local bouIeneck, to extract monopoly
rents by rationinl its customers' access to equipment or 10Dl distaDce services.
Jud,e Greene staled that "the local facilities controlled by BeU are 'esseatial
facilities '" for lon,-distance carriers." As this Article will explain below,
these two arluments are inconsistent with teelmolo.ica1 chaqes and industry
developments that have occurred siDee the MFI.

74. 214 U.S. 313 (1912).
7S. 410 U.S. II 366.
76. xw..ooo!'l' AL.,,.,,.,, 3, II 140.
-n. UUldS-v. "-ric:aaTtl. A Ttl. Co.• 552P. Supp. 131 (1).D.C.1912>.4rd_1IllIlL

Nltylllld v. u.u.dS-. .t6O U.S. 1001 (1913).
71. Itt. II 190. Willi ftlIUd to iIIIoruIiolI 1II'¥iI:II.....a- .-I: "11Ie 0pInIiDa

Compepje. would ..• "VI"" -..Ms ud 1IlI_1IIUIly to~ .... ca..nial
~ IIrYice providIn 11III dIey WClllklIIIYe willi NIpICIID CCIII**..~ CItIiIn.·
1tL II 119.

79. Uailed SIIIeS v. AIDIricID Ttl. A Ttl. Co., 524 P. SUpp 1336, 1346 (D.D.C. (911).
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C. The Erosion of1M LDc4l Ezchllngt Monopoly ElimiMUs 1M PonibiUty
OfLevera,t and ~If-IHGIin,

The arlUment that an RBOC will use its monopoly in the local exchange
to sell lonl-distance services and telecommunications equipment to ill own
customers in a manner that deDies access to other firms is inconsistent with
current induscry conditions. M chis Anicle has already explained, the view chat
an DOC bas a monopoly over the local exchanle by virtue of aaturaI
monopoly teehnololY is no lonaer valid. Moreover, che usertion that the LEC
hu a monopoly resultinl from barriers to entry due to sunk costs or replation
is also based on improper analysis. In addition, che presence of competition
and the potential for subsWltial additional entry into the JocaJ elcbanle invali
date the notion of the existence of a monopoly in the local loop.

As Judie Greene noted with re.ard to concerns over AT&T's market
share in the market for interexchanle services, low entry barriers and the
"trend of iDcreuinl competition" imply a lack of market power.-n.e same
arJUment can now be applied to the DOCs, for the teehnolOlY of the local
exchanae exhibits subsW1tially reduced entry barriers, and chere is a cleu
trend towud iDcreued competition. The absence of either monopoly or the
potential for monopoly in the local exchanle therefore implies that the "pivot"
required to support leveraae does not exist. The monopoly-Ieverale UJUment
consequently fails.

In the case of imerLATA services, customers have a cboice of
imerexchanle carriers, includin. AT&T, MCI, and Sprint. Moreover,
customers have alternative means of accessing imerexchanle curlers throUJh
wireless or fiber-optic netWorks. Therefore, many customers can already
access Jonl-distance providers without ,oin, throulh the local exchan,e. These
alternatives will continue to expand u the interexchanae carriers themselves
vertically inte,rate into the provision of local access, includinl AT&T through
its acquisition of McCaw's cellular netWork and MCI throUJh its own
construction of metropolitan fiber rin,s. Furthermore, under equal-access
regulations, the interLATA services of the DOCs would compete on an equal
footing with interexchan,e carriers chat currently reach customers through the
local exchange. Thus, the line-of-business restriction on the provision of
interLATA services by DOCs ignores the alternative forms of access that
have become available to consumers since the MFl took effect.

We bave seen that an RBOC could Dot prevent its customers from
accessma other long-distance carriers if it were allowed to enter the interLATA
market. As this Article will show below, the argument that an DOC could

10. UIlitedSwcs v. Americ:u Tel. a: Tel. Co.. SS2 F. Supp. 131 (D.D.C. (982),4'dlllO-.
Maryland v. United Swes. 460 U.S. 1001 (1983).
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Jewnae its monopoly poIiIion co COIIb'OI its customers' ICCeII to telecom
muaications equipmeat is also iDcoaIiI&eat with current iDdusIry conditions.
For purposes here,~ can be cluaified iDso euatomer premises
......nt and telephODe company IWir.chqud ttansmission equipment. With
reapect to eidler broId CItDIOIy, there is tilde or no bais for the monopoly
lewnp arpment. A1dIouIb ATAT uerciMd control over customer premises
equipment and telepboae company purcbueI of IWitchina and transmission
equipment prior CO the -.aPt .ince abe NFl, dliI type of COIItI'OI baa no
lonaer bleD retained by IIlyOne.

For equipment purcblNd by CUltDmers for 11M on their own premises,
auch u bandlets,lDSWeI'iDIlDlcbi.., fax machi.., computers, iDlide wiriD&,
and PBX, there is aMolutely 110 buiI for concludiaa that 1ft DOC can
uudIe Ifty control It III on the choices of supplier. Cua10men buy such
equipment in abe 1DIrbCplace. An RBOC Us 110 more comrol over these
purchueI daan does a broIdcut televiIion network over the brand oftelevilion
set purchued by its viewers.

For tlIIephone company purchueI of IWitchina and transmission
equipment, aD RBOC could choose to purcbue equipment that it manufactured
if the line-of-business l'IIUictions were removed. For two reasons, this is not
I cause for concern. rnt since many of ill CUItOmers bave the choice of
altemadve telecommunications providers, abe DOCs' ability to pili 110111
the COlts ofequipment purchueI is severely limited. This, in tum, sipifiCllltly
reduces or eliminates any potential returns to the RBOC's plyment of biah
prices to itself for equipment. SecoDd, sinCe the DOCs are subject to price
cap or similar incentive repIaDons It both the federal and S1&te level and face
competition for portions of their marbts, they would not bave III incentive
to purchase aDy particular type ofequipment from themselves unless they were
the lowest-cOit provider. Moreover, the tremendous diversity ofswitcbin,lnd
transmission equipment, pII1icululy equipment developed since the time of
the NFJ, suaesu that anyone RBOC would manufacture only a subset of this
equipment. These factors IUDest that self-dealiD, in equipment should not be
a concern.

D. 1M DOCs' Nnworts QTt No Longer Eu,ntial FllCililies

The essential facility IlIUmeDl outlined above is used to justify the line-of
busilless restrictions on abe RBOCs by implyina that they will use their control
of the local eJ.cbanae to deny their customers access to other 101ll-distance
services, to require customers to purchase the RBOCs' own equipment, or to

require customers to purcbue the DOCs' own information services.11 The

IJ. fa J9I7, J1Idpa-~ die local awiIcbII ud ciIaaics U ID "--'CIciIIIy" ...
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IIJUIIH'Ilt that the LECs will be able to use dleir control over the local
excbanae is inconsistent with the Raulatory and industry developments in the
local excbanae that this Article has already discuued. These developments
imply mat the local loop is no lonaer an essential facility, just u they imply
that the DOCs no lonaer qualify as natural monopolists or beJlefit from
barriers to entry. The essential facilities arpment for the liDe«-business
resuictions is thus no lonaer valid for three reuolll.

First, the local loop is not an essential facility because there at many
alternatives to the existi.nc local excbanae network provided by the replated
local exchanae carriers. The multiple technolOlies currently available fortele
communications transmission, includina couiaI cable, fiber optics, aDd
wireless technolOJies such as ceUular and microwave, are sufficient to establish
the feasibility ofconsauetiDJ ahernative transmission facilides 10 supplement,
compete with, or even replace ponions ofthe local excbaaae network provided
by the RBOCs. The essential facilities arcument implies that die RBOCs
merapl1orica11y own and CORU"ol a bridle that crosses a river at the only
feasible crossing point within some ICOJnPhic area. To uteDd tbiI ualOJ}',
the availability of multiple transmission technolo,ies is sufficient to establish
that there are many other ways to cross the river.

Second, the essential facilities ar,ument is no lonaer valid because eRU"y
into the local loop has already occurred. The economic viability ofcompetitors
that are supplYina triusmission services usina coaxial cable, fiber optics, and
wireless systems establisbes that alternative facilities can be consttueted
economically. Thus. it is not only technically feasible to constr\l(;.t alternative
facilities, but also economically feasible. For example, CAPs a1ready offer
access to lon,-distance carriers on facilities that bypass the local loop.
Althou,b the CAPs' fiber-optic systems are small in size compared to those
of the RBOCs, their eRU"y has demonstrated the economic feasibility of
bypassm, ponions of the local loop. Similarly, the rapid IfOwth oftile cellular
industry demonstrates the economic feasibility ofother means ofaccess. These
developments have all occurred since the MFJ took effect in 1984. It would
be myopic to point to the absolute size of an DOC's local-loop plant as
evidence that it is an essential facility.

Even thou,h the local loop is no lon,er an essential facility, replatioDS
still exist ,uaranteeiDJ access to the local excbanae for 10ftJ-distance carriers.
The existence ofthese provisions also serves to invalidate the essential facilities
arlument with respect to interLATA services: even if the local excbanae were
to involve facilities that could not be duplicated, the equal-access provisions

CllI8Cludlld dill -die RqiolIal~_ lllve ...... c:oauo.I 01 die Jacal ........ UUIId s....
v. Wesrem lilt. Co., 673 F. Supp. 515. S40 (D.D.C. 1987),lfIrd. 194 F.24 1317 (D.C. Clr. 1990).
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already eliminate any Idvamqe that an RBOC could ocherwiIe pin by
offerinllona-distance services.

In mon, Ihe esseD&iaJ facilities UJUment fails to apply because the local
uchanIe is no lOftier an essential facility for acceu to the telecommunications
aetwork. AD DOC cannot levera,e an euential facility tbat it does DOt

possess.

IV. The Cross-Subsidization Arpment

The fourth UJUIIleat in favor of the liDe-of-buliDess NItIicdons puts

forward the notion tbat aD RBOC wiD use profill from tile localexcbaAle to
....e in crou-subsictilation ofother linea ofbusiaess. 'The uJUIIlent sUUests
tbat me RBOCs would pin an unfair competitive~. 'Ibis Section
defines cross-subsidization and considers the application of che cross
subsidization uaument to the local exchanJe carriers. Itshows that the RBOCs
cIo not have an incentive to cross-subsidize lona-distanc:e service or equipment
manufae:tUrina and that arowina competition reduces me profits from me local
exchanae that could be used for cross-subsidies.

A. TM Definition ofCtw,-SMbsidWltion

Cross-subsidization OCCUR when a company supplyina more chan one
product or service uses the revenues from product A to recover a pmion of
me additional costs of producina product B. This practice creates economic
inefficiencies since the customers of product A would be beaer off if the
products were produced and priced separar.ely.a Moreover, me customers
of product B are ,iven incorrect price sipals about the incremental costs of
producina product B.

There are formal tests for cross-subsidiution. A replated firm's rate
lUueture can be said to be free of cross-subsidies if and only if the prices
satisfy the stand-alone cost test.13 The stand-alone cost test requires tbat the
revenues ,enerated from either of two services not exceed the stand-alone cost
of providin& that service. If the revenues from ODe service exceed its
stand-alone cost, then that service is providina across-subsidy to the other ser
vice." Clearly. the customers of the service that is providina the cross-

12. SucllIIpUItiaII. 1Icnmw, would fOI'IIO fnllII joia .........
13. 1'IIe ...s·aIoDe COIl .. is I widely criIeriaD. S. BAUWOL a SIIMK. .......

.., II 11; BAllMOl. IT AL., ."... 18, II 352-353.
14. 11Ie deftnlIioD of tile aad·aIoIle COIl .. is IiWD Ia ..... of two -w.... tile c:ue of

__ dlIIIlWO smices. die.. ftIqUina dill 10 paupof.me.~ .." ClIIMr IftlIIPof.me..
1'IIe fII'IIaIed rile stnae:Ilft nien to I brIIk-fleD ., 1InIl:IIIIe.
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. subsidy would be better off if that service could be obcained indepeDdently of
the ocher service.

A firm's rate SU1IdUre also is free of croa-subsidies if and only if the
prices satisfy the incrememal cost test, which is equivalent to the stud-alone
cost test for a rep1ated rate structure.U Applyiac the iDcremenIIJ COlt test,
revenues ,enerated by each service cover the iDc:remearal cost of providiDI
that service." The rationale for the incremental COlt test iI the requirement
that each service must eenerate revenues that at leat cover the additional cost
ofproducina that service. Ifnot, the ocher service is providinJ a cross-subsidy,
and the customers of the ocher service would be beaer off receivq their
service independently, at its scand-alone cost.

Ifthe firm's rates are not necessarily break-eveD rates but iastead puente
reveaues that are areater than or equal to COltS, then the incremental cost test
sbould be applied to determine cross-subsidization, reprdless of whether
replation exists. If the firm operateS in bod1 repJared IDd UIIfIIUlated
markets, me revenues in the unreau1ated market should cover the firm's
incremental costs of servina the uarep1aCed market, in order to be free of
cross-subsidies. This luarantees that servinl the unrecuIated market increases,
or at least does not reduce, the firm's profit.

B. C1'OIs-SMbsidit.lllion and 1M local behllnge

In 1982, Jude' Greene ruled that the DOCs would employ cross
subsidization to foreclose compecition in interexcbanae services, information
services, and the manufacture of equipment. The DOCs, be wrca, would be
able "to subsidize their interexcbanee prices with profits -.rued &om their
monopoly services" and "to subsidize the prices oftheir [information] services
with revenues from the local exchance monopoly." They "would have an
incentive to subsidize the prices of their equipment with the revenues &om
their monopoly serVices. ".,

The RBOCs have lost any opponunity to cross-subsidize. The profits from
the local exehanee service that could be used to provide cross-subsidies to
interLATA services or equipment manufacaarin. are sipificandy reduced by
existiq and potential competition in the local loop. Judee Greene obIerved

15. ne iIIc:IImenIal COlI _ is I widely IppIied crilIrioD dill IIu .... UIId for CMr I _ry.
Far ftudIIr cIiIaIIsiolIlIld I fomlaI dIfIMioD. _ B.\UWOL .I: SIDAIt• .". ...... II 57, 81-83;
WILI.WI J. JlAUMOL, SUPEIFAIINISI: APPLICATIONS AMI) 'I'MIOav 113-20 (1916).

16. n.__l1li COIl ... is dIftDed ... for aa1y two 1IIVica. Ia die ... or.,.. dIaD two

-w.. die maMIIS aeaer-ct by eadllI'OIlP or .-vices IDUII COWI'dIe ma-I COIl of pnMdiIIa
dill JI'lIP or 1eI'Yice&.

17. Ullited S... v. AIDeric:an Tel. &: Tel. Co., 552 P. Supp. 131. 111-190 (I).n.c. 19I2).ll/fd
MIIIJIII. Maryland v. Uaitod SIIIeS.~ U.S. 1001 (1983). As J'"a-~. II ... be
Ibowa 11111 die DOC,~ bclIh "die iDc:ellIive IIICI opponuaiIy to lCu.-ic_pelitiftly." ld. II 187.

59



The Yale Journal on RepJation Vol. 12:2.5, 1995

dtat -ATilT's opponuDky for CI'OI.....idimion wDl become iDcreuqly
CUI1aiIed as ialerexchanae competition iDcreues.·· 11Us ume obIervUion
DOW IPP1ies 10 the si'CuaDon of the RBOCa iD die local excbanae: their
opporamity for cross-subsidization his been cunailtd by competition iD the
local loop. Moreover, this Article uplaiDs below that the belief that the
DOCs have the incentive to predatorily crou-sublidize is baed on specious
economic reuoniDg.

C. 7Jw DOCsDo Not HtM tIIllnctrllivt to SuInidiu Acrivitt,s Outsidt 1M
LocQl £.%cluing,

The cross-subsidy lfIUJDent relies on die DOCioD IbaI the DOC his an
incentive to subsidize its encry into orber lilies of business, puticularly dlOIe
from wbicb it is now barred by dae MFJ',I'IItrictioDI. III adler Words, for me
cross-subsidy UJUIDent to apply, the RBOC would have 10 eun incremental
revenues that are less than the incremental COlt of providiDI other services,
thus incUl'liq an economic loss on dlese Idditiolll1lines of busiaIu. Such an
action would be inconsistent with profit nwtimizatioD and would DOt be
undertaken by an RBOC because it would be iDconIistent with the infereIts of
its shareholders. This is not to say that other liDes of buIiness would not incur
the normal initial losses that occur as new busineael are established. It is
normal for investors to accept losses in the initial phases of establishina a new
line of business. Moreover, I line of business may incur losses as a conse
quence of the normal market risks faced by any busiDess. Jt is, however,
incouislent with business objectives and economic analysis to expect that an
RBOC would enler a market with the inrention of incurriaI a lOIS, even if that
loss were subsidized from earninls in another pan of ill business. 1be interests
of the RBOC's owners would be to invest those eaminp in I veature expected
to be profitable. Therefore, the notion that an DOC would obcain a
competitive advantlle throu,h cross-subsidies is incorrect and at odds with the
profit-making objectives ofshareholder-owned compenies. A business will not
cross-subsidize I new business venture that it expects to be unprofitable.

Another assumption ofthe cross-subsidy UJUDlent is that an RBOC would
use cross-subsidies to temporarily obtain I competitive IdvanIqe over its rivals
in other lines of business, with the objective of eliminatina competitors. This
view implies that the RBOC would enpae in bebam resemblina predatory
priem" which is said to occur when firms incur 1 loss with me iDreDtion of
elimiaatin, rivals and later raisins prices to recoup earninls after the rivals
bave exited me market." This arlument his been discredited, U both econo-

II. /4. 11 173.
19. Su. '.,., BAUWOL oft SlDoU. ,.. ... 41.11 63; SPUUU• ."" ... 4.11 475-16.

60


